Companies seeking to attract or retain key employees often implement "phantom" stock plans. These plans confer on selected employees the financial benefits of stock ownership without granting them an equity interest in the company or requiring them to make a corresponding capital investment.' Under phantom stock plans, companies credit selected employees with a specified number of "shares" of company stock, and then contractually promise the employees that they will receive the value of those shares at a future date. 2 Consequently, employees with phantom stock accumulate wealth through the continuing success of the company, and employers are able to encourage employees to remain with the firm.
ther inquiry. To whom is he a fiduciary? What obligations does he owe as a fiduciary?" 5 Directors do owe fiduciary duties to common shareholders, the actual owners of the assets that the directors manage. As fiduciaries, directors must act for the benefit of the corporation and the shareholders, and subordinate their personal interests. 6 In contrast, corporate directors generally do not owe fiduciary duties to creditors, so long as the corporation is solvent. 7 Where phantom stockholders fit within this scheme is uncertain. Thus, phantom stock plans present a novel question under corporate law: Are phantom stockholders like holders of common stock, or are they merely debt holders? The answer to this question determines whether corporate officers and directors owe fiduciary duties to phantom stockholders.
This Comment analyzes the legal characteristics of phantom stock and argues that, despite the "unprecedented expansion" of fiduciary law, 8 corporate directors should not owe fiduciary duties to phantom stockholders. Section I describes the common features of phantom stock plans and explains their advantages and disadvantages for both employers and employees. It also discusses the strong parallels between phantom stock and nonvoting common stock, which does carry fiduciary duties. Section H briefly compares the fiduciary duties directors owe to common stockholders with the duties they owe to creditors, and outlines the reasons why some groups are protected by fiduciary duties while others are not. Finally, Section III concludes that it is precisely because phantom stock and nonvoting common stock are so similar that the fiduciary duties of corporate directors should not extend to phantom stockholders. Rather, employees and employers should be permitted to bargain freely for fiduciary duties by electing one or the other of these stockholder options. Section III thus examines the justifications for allowing parties to bargain freely, points out problems that would arise if directors did owe fiduciary duties to phantom stockholders, and rebuts the argument that phantom stockholders are like minority shareholders in close corporations, who do receive fiduciary protections.
I. PHANTOM STOCK
As employers have turned increasingly toward incentivebased payment programs, 9 phantom stock has become more popular as an alternative form of deferred compensation." Although large, publicly held corporations use phantom stock plans, the plans are most common among closely held companies, which often find it impractical to issue shares of real stock for incentive plan purposes."
A. Description and Common Features
Phantom stock plans vary; thus, the term "phantom stock" may be used to describe any form of long-term employee incentive arrangement using units of compensation equivalent to actual shares of the employer's stock.' Nevertheless, all phantom stockholder agreements have many common features and are similar in structure to nonvoting stockholder agreements.
Plan mechanics.
Under a phantom stock plan, an employer establishes a phantom stock account for an employee and grants fictional shares of company "stock" to him.
3 Because actual shares are not transferred, the stock exists only as a bookkeeping entry and is therefore appropriately called "phantom" (or "shadow") stock.' 4 Most phantom stock arrangements are structured so that an employee receives a specified number of vested shares for each year that he is employed by the corporation. 5 Through the contract the company promises the employee that he will receive the value of the vested shares at a specified future date' 6 --usually retirement, termination of employment, or some other agreed-upon date. 8 Many phantom stock plans attempt to replicate the actual ownership rights of common stockholders by basing the value of the deferred compensation on the underlying value of the company's common stock, and by paying the same dividends to phantom stockholders as are paid to regular common stockholders. The employer either pays these dividends directly to the employee or credits their equivalent value to the employee's phantom stock account.' 9 Employees entering into phantom stockholder agreements usually want to know how their account will be valued. This information enables employees who consider leaving the company for other employment to assess the worth of their accounts prior to departing. For this reason, most phantom stock plans provide a simple method for determining the value of the stock held in an employee's account. 20 In publicly held corporations, the value of an employee's phantom stock can easily be determined by multiplying the number of phantom shares in the employee's account by the market price of the shares on the day the account is settled. In closely held corporations, the most common method of valuing employee-owned phantom stock is to assess the net worth or book value of the corporation according to its balance sheet. 2 ' Once the value of the corporation has been established, the value of the employee's phantom stock is usually determined by dividing the book value by the total number of shares outstanding (including the number of phantom shares), and then multiplying that number (the value per share) by the number of phantom shares held by the employee.' When the employee Act of 1974, 29 USC § § 301 et seq (1988 ( & Supp 1993 ) ("ERISA"), may govern phantom stock plans. See Spitz v Berlin Industries, Inc., 1994 US Dist LEXIS 1576, *15 (N D Ill) (holding that phantom stock plan was covered by ERISA). Whether a particular phantom stock plan falls within the scope of ERISA, however, may be a question of fact to be determined at trial. See, for example, Strzelecki v Schwarz Paper Co., 824 F Supp 821, 827 (N D M 1993) . Plans that ERISA covers must have a "named fiduciary" who has ultimate responsibility for the management and administration of the plan. ERISA § 402(a)(1), 29 USC § 1102(a)(1).
1" Subcommittee on Executive Compensation, 43 Bus Law at 319 (cited in note 11). In addition, some phantom stock plans allow participants to determine their own settlement dates, just as stock option participants may determine when to exercise stock options. Id. Consider a hypothetical phantom stockholder agreement between HighTech industries and one of its employees, Hannah. 2 4 HighTech, a relatively new start-up company, is a closely held, family-run corporation owned by the Harrison family. Although Hannah is not an officer or director, she participates significantly in the operation of the company, and her contributions are greatly valued by her superiors. Thus, in order to induce Hannah to remain with the company, HighTech offers Hannah a plan under which she will be credited with one thousand shares of HighTech "stock"--that is, one thousand shares of phantom stock equal in value to one thousand shares of the family-held common stock. Since there are currently three thousand shares of outstanding common stock held by the Harrisons, Hannah is essentially an "owner" of 25 percent of HighTech Industries. Based on HighTech's total worth of $400,000, Hannah's 25 percent share is worth $100,000.
Each year for the next ten years-so long as she remains with HighTech-one hundred shares will become vested in Hannah's account. After ten years, the one thousand phantom shares credited to her account will be 100 percent vested. The value of the shares will be determined by the net worth of the company at the time Hannah settles her phantom stock account. For example, if HighTech has a net worth of $1 million when Hannah settles, the company will owe Hannah $250,000, or $250 per share. If Hannah leaves for other employment, however, she will be entitled only to the value of the shares that have become vestedY as set forth in an appraisal... divided by (y) the number of shares of Employer's Common Stock issued and outstanding on the Termination Date and then multiplied by (z) the' number of Stock Units held by Employee on his Termination Date").
Subcommittee on Executive Compensation, 43 Bus Law at 319 (cited in note 11). U This fictional plan is modeled after the hypothetical phantom stock plan described in Hutchings, J Am Society CLU at 35-36 (cited in note 1).
The following table graphically depicts the phantom stock plan of HighTech Industries. The company's worth is assumed to grow steadily at 10 percent per year.
Year
No. Phantom stock is very similar to nonvoting common stock. Corporations frequently issue nonvoting stock to key employees pursuant to a stockholder agreement and in connection with the performance of the employee's services. 26 The nonvoting stockholder agreement may stipulate many things-as phantom stockholder agreements often do-including when the shares will vest, when the employee may cash out, and if and when dividends will be paid. As with phantom stock, employers may offer nonvoting common stock in order to recruit and retain key employees without giving up corporate control. 27 Unlike phantom stockholders, however, holders of nonvoting common stock are clearly owed fiduciary duties. 28 Because phantom stock and nonvoting common stock are so similar, and because holders of nonvoting stock do receive fiduciary duties, one might argue that fiduciary duties should extend to holders of phantom stock. In this view, phantom stock is essentially another class of traditional stock; and since phantom stock and nonvoting stock may serve the same purposes, holders of phantom stock and nonvoting common stock should be treated similarly.
However, it is precisely because phantom stock and nonvoting common stock are so similar that courts should respect the decision by employers and employees to enter into either phantom stockholder or nonvoting stockholder agreements. In other words, employers and employees-not courts-should determine whether or not a fiduciary relationship exists. Employers seeking to avoid fiduciary duties can offer phantom stock to key employees, while employees desiring the protection of fiduciary duties can bargain for nonvoting common stock. 9 B. The Advantages and Disadvantages of Phantom Stock Plans Phantom stock plans offer many advantages to both employers and employees. Employers usually institute the plans because they want to increase their employees' economic stake in the business and to enable their employees to share in the company's growth. 0 Phantom stock plans are ideal for closely held corporations or family businesses (like HighTech Industries) that wish to compensate key employees without relinquishing either an equity interest or corporate control."
Phantom stock plans also allow employers to provide incentive-based compensation without requiring a capital investment on the part of the employee." Additionally, phantom stockholder agreements that require the credited phantom shares to vest over ' See Section Il.A., time (like the HighTech Industries plan) provide a stronger economic tie to the company than stock options or grants of common stock in the business. 3 Because an employee realizes the full value of the phantom stock arrangement only by remaining with the company, and because phantom stock is generally illiquid,' the plan serves as a sort of "golden handcuffs," helping the employer retain key employees. 5 Furthermore, in order to prevent employees from going to work for competitors, many phantom stock plans include "no competition" provisions that require employees to forfeit their phantom stock if the provision is breached. 6 Phantom stock plans are also flexible and simple. They are flexible because an employer can discriminate in choosing which of its employees will participate in the plan. Thus, phantom stock is usually issued to a key employee whom an employer specifically wants to compensate and keep. 37 Phantom stock plans are simple because establishing the plan typically requires only a resolution of the directors and the execution of an agreement with the employee. 8 In addition, phantom stock plans are appealing because companies are not required to make any cash ' See Teitelbaum, J Am Society CLU & ChFC at 46 (cited in note 1). For example, if Hannah wishes to realize the full value of the one thousand shares of phantom stock granted to her, she must remain at HighTech for ten years-until all one thousand shares vest. In contrast, an employee given actual shares of stock or stock options can sell them for full value immediately upon receipt.
' See id (phantom stock provides a stronger economic tie to the company than outright sales or grants of interest in the business which can be resold by the employee). See, for example, Smoyer v Taxation Division Director, 4 NJ Tax 42, 50 (1982), aff'd, 95 NJ 139, 469 A2d 920 (1983) (holding that because phantom stock units are "not assignable, discountable or marketable," they are not subject to New Jersey state income tax until they vest). In this way, phantom stock is like the stock of close corporations, for which there also is generally no market.
' See, for example, Dower v Mosser Industries, Inc., 648 F2d 183, 186-87 (3d Cir 1981) (noting that key employees were given phantom stock because retaining them was "vital to the future of the company"). See also Hutchings, J Am Society CLU at 34 (cited in note 1) ("The term 'golden handcuffs,' thus, is applied to any plan which generates sufficient appeal to retain" key employees.).
"No competition" provisions are most commonly found in phantom stock agreements where the settled "stock" is paid out in installments. outlay until an employee settles his account-a particular benefit for start-up companies. Phantom stock plans do have disadvantages, however. First, all phantom stock arrangements are premised on the notion that an employee's phantom shares will become more valuable as the business becomes more successful. The underlying assumption is that the employee's individual efforts will increase the value of the company. 39 Yet gearing the economic reward to the overall performance of the company-as opposed to the employee's individual performance or the performance of the employee's division-may have detrimental effects. If an employee is performing well but the company is not correspondingly increasing in value, the employee may become frustrated and cease to work as hard. On the other hand, an employee may perform poorly relative to the strength of the business, resulting in overcompensation for the employee." This difficulty might be mitigated, however, by tying the value of the employee's phantom shares to the business performance of the employee's particular division.
Additionally, determining the value of an employee's phantom account may be burdensome for closely held companies, whose shares are not traded daily on an exchange and whose value per share of phantom stock is thus not readily ascertainable. 4 Furthermore, because employees are not required to invest their own capital, it is possible that they will have less incentive to remain with the company if it does not perform well." Employers, in contrast, might have to pay more than anticipated to employees if a particular plan exceeds expectations.' Finally, employees may feel that illiquid phantom stock arrangements with fixed settlement dates are less advantageous than traditional stock options, which can be exercised at any time." Many Directors must behave honorably toward those to whom they owe fiduciary duties. As one judge has noted, however, "while corporate directors do owe fiduciary duties, the duties are not owed to the world at large."" This Section examines the different obligations directors owe to common stockholders, creditors, and phantom stockholders.
A. Duties Owed to Common Stockholders
A corporation's board of directors is responsible for managing the business affairs of the corporation. 4 7 Directors review and approve significant investment and operational decisions, make financial decisions (such as whether to issue new securities or pay dividends), and appoint, monitor, and determine the compensation of the firm's officers. 4 " In this capacity, directors owe two specific duties to the corporation and its common shareholders: the duties of care and loyalty. 4 9 First, the duty of care requires directors to exercise the care in their business affairs that a normally prudent person would exercise under similar circumstances. 0 In order to comply with this duty, directors must review any and all material information before making a business decision. 5 After reviewing all of the at 47 (cited in note 1). relevant information, the directors must act with "requisite care in the discharge of their duties." 5 2 So long as directors perform these duties with reasonable prudence and do not breach their other fiduciary duties, they are free from liability.
Second, the duty of loyalty proscribes faithlessness and selfdealing by corporate directors and officers. 53 When a director accepts his position, he "commits allegiance to the enterprise and acknowledges that the best interests of the corporation and its shareholders must prevail over any individual interest of his own." 54 Finally, courts apply the business judgment rule to determine whether directors have breached these fiduciary duties. 5 This rule essentially directs courts to refrain from examining the business decisions nonconflicted directors or officers make. 56 Consequently, the rule almost completely insulates directors from liability for actions taken while managing the corporation.
B. Duties Owed to Creditors
Corporate directors generally do not owe fiduciary duties to creditors or debt holders." Creditors have no existing property right or equitable interest to support these duties. 5 " The normal relationship between a corporation and its creditors is contractual rather than fiduciary in nature, and therefore, principles of contract law govern. 5 9 Although modern contract law recognizes an implied covenant of good faith and fair dealing in all con- The relationship between corporate directors and creditors changes, however, when a corporation becomes insolvent. In such a situation, the directors' fiduciary duties shift from the stockholders to the creditors, 62 and the creditors become the equitable owners of the corporation. 63 The directors and officers of an insolvent corporation are thus obligated to represent creditors instead of stockholders." •
C. Duties Owed to Phantom Stockholders
No court has yet addressed whether corporate directors owe fiduciary duties to phantom stockholders; however, some courts have considered disputes involving phantom stock arrangements. In general, courts have analyzed these disputes from a contract perspective, 65 and have thus treated phantom stockholders more like creditors than common shareholders. 66 Treating these agreements as contracts makes some sense: phantom shareholders own no equity in the firm, 67 ' Unlike common stockholders, phantom stockholders make no capital investment in enjoy only traditional contractual rights. On the other hand, one can argue that phantom stockholders are much like minority shareholders in close corporations, to whom the majority does owe fiduciary duties: both groups often resemble partners, are involved in the day-to-day operation of the company, 6 9 have no ready market for their shares, 7° and are susceptible to potential abuses by the directors.
It is important to determine whether directors owe fiduciary duties to phantom stockholders because, like common stockholders, phantom stockholders may suffer when directors fail to act prudently in the management of the corporation-thus breaching their duty of care-or when they seek to maximize their own wealth at the expense of the corporation-a breach of their duty of loyalty. Furthermore, phantom stockholders may face problems associated with the valuation of the corporation and unfair trading by corporate insiders.
Duty of care violations.
The failure of directors to perform their duties with the care, skill, and prudence of "like persons in a like position" may endanger the interests of phantom stockholders. 7 ' For example, assume that MicroPerfect, Inc., a large, cash-rich computer conglomerate, offers to purchase HighTech Industries. HighTech's board of directors hurriedly approves the sale without considering the possibility that there may be other proposals at higher prices. Moreover, the board neglects to read the reports provided by HighTech's officers and fails to seek expert advice. Because the directors did not adequately inform themselves, they have breached their duty of care. 72 But because Hannah is not a common shareholder-as she would be had she bargained for shares of nonvoting common stock-she does not have standing to bring a derivative action against the directors for this breach. Phantom stockholders also can be injured when directors breach the duty of loyalty by placing their own interests before those of the corporation. The most common duty of loyalty violation involves a self-dealing transaction, where a director causes the corporation to purchase property from him at an inflated price or to sell property to him at a bargain price. 74 For example, consider a situation in which Harry Harrison, a director of HighTech, sells to the corporation a plot of land for a price far above its market value. If Harrison cannot show that this selfdealing transaction is inherently fair to HighTech, he will have breached the duty of loyalty. 75 Again, since Hannah is not a common shareholder, she has no standing to bring a derivative suit and is left unprotected against this behavior.
Valuation of the corporation.
Another source of potential harm to phantom stockholders lies in the establishment of the corporation's value, the basis for determining the value of the employee's phantom stock. 76 The danger is that officers and directors of the corporation may deliberately draw cash out of the company for the purpose of lowering the value of the phantom stock. 77 While this problem may rightly be considered another form of director self-dealing, it is worth examining more specifically in this context because accurate valuation of the corporation is vital to protecting the interests of phantom stockholders.
Assume, for example, that Hannah has worked at HighTech Industries for nearly ten years and that almost all of the one thousand shares with which she was originally credited in the phantom stock agreement have vested. Realizing that the company will owe a substantial amount of cash to Hannah when she settles her phantom stock account, the Harrison family, as the board of directors of HighTech, decides to draw out large ing to further prosecute or defend the case.. .
" Duty of loyalty violations may also occur in situations where directors usurp business opportunities from the corporation, compete unfairly with it, or improperly resist a corporate takeover in order to maintain their own control. See Klein and Coffee, Business Organization and Finance at 166-69 (cited in note 48).
7" Id at 163-64. amounts of cash from the business as salary, thereby reducing the value of the corporation. By this self-dealing the Harrisons have breached the fiduciary duty of loyalty. Their actions injure Hannah because the value of her phantom stock account is based on the (now deflated) value of HighTech Industries and, without fiduciary protections, she has no standing to sue.
Unfair trading by corporate insiders.
Insider trading by corporate directors also can injure phantom stockholders. Assume again that Hannah has been employed at HighTech for a number of years, so that nearly all of her originally credited phantom shares have vested, but that she is now contemplating leaving the company for other career opportunities. Just as Hannah is considering cashing out her phantom stock account and departing for greener pastures, MicroPerfect approaches Harry Harrison and offers to purchase HighTech Industries for a price significantly in excess of HighTech's present value. Harry talks to his family (the common shareholders), and they decide to sell HighTech to MicroPerfect in order to take advantage of the opportunity that has suddenly become available. Because Hannah, as a phantom stockholder, is in the position of a mere debt holder, Harry is not required to disclose to her the inside information about the impending purchase." 8 As a result, Hannah is likely to settle her account before the purchase occurs and miss out on the substantial profits she would have gained had she retained her phantom stock.
III. THE RELATIONSHIP BETWEEN CORPORATE DIRECTORS AND

PHANTOM STOCKHOLDERS
The previous Sections examined the characteristics of phantom stock and the fiduciary duties of corporate directors, and raised the question of whether directors should owe fiduciary duties to phantom stockholders. This Section answers that ques-" See Clark, Corporate Law § 6.2.1 at 208-09 (cited in note 1) (insider trading rules do not apply to phantom stock plans). But see Jordan v Duff and Phelps, Inc., 815 F2d 429 (7th Cir 1987) , where a divided panel held that under Securities Exchange Act Rule 10b-5, a corporation contemplating a lucrative merger had a duty to volunteer information about the merger to a stockholder-employee who was considering quitting his job and selling his stock back to the company, as required by the stockholder agreement. Judge Easterbrook's discussion of this duty, however, is premised on the fact that the employee was a holder of common stock and was owed other fiduciary duties. See id at 435. It is unlikely that corporate directors would be required to disclose an impending merger to debt holders or creditors. tion in the negative, concluding that, in order to protect the bargained-for contracts between phantom stockholders and corporations, courts should refuse to recognize a fiduciary duty running from directors to holders of phantom stock.
A. Contract Law versus Corporate Law
Contract law, and its implied contractual duties of good faith and fair dealing, should determine the protections phantom stockholders receive from the actions of corporate directors. If phantom stock does not carry fiduciary duties, employees possess greater freedom to select compensation programs that fit their particular needs and desires. Employees can choose either to receive the benefits of fiduciary protections by bargaining for nonvoting common stock, or to forego those benefits by seeking a phantom stock arrangement. It makes little sense, therefore, to argue that fiduciary duties should trump actual, bargained-for phantom stockholder agreements. Extending fiduciary duties to holders of phantom stock would serve only to eliminate the distinction between nonvoting stock and phantom stock, thereby depriving the parties of a contracting option. Since the fiduciary duties of corporate law serve to complete imperfect bargains in a contractual setting, 79 corporate directors should not owe fiduciary duties to phantom stockholders."
Suppose, for example, that Hannah is negotiating an employment contract with HighTech Industries. HighTech proposes to include in her total compensation package an incentive-based, deferred compensation plan. Two possible plans are contemplated: a phantom stock arrangement and a nonvoting common stock arrangement. Hannah wants a plan that will give her ownership of HighTech nonvoting stock and place her in a fiduciary relationship with HighTech's directors. She believes that a nonvoting common stock arrangement is less risky than a phantom stock plan. The directors, however, want to avoid assuming fiduciary duties toward Hannah. In the final contract between the parties, Hannah accepts a phantom stock arrangement and, in consideration, is credited with fifty more shares of HighTech phantom stock than she was initially offered. Consequently, the riskiness of the phantom stockholder agreement-and the cost of the fiduciary duties-is reflected in the "price" of the phantom shares and in the structure of the resulting agreement.
In such a situation, the contractual terms of the phantom stockholder agreement, rather than fiduciary principles, should control. First, both employers and employees will benefit. Employers will be able to extend phantom stock to employees without taking on additional fiduciary duties, and employees will have the option of either bargaining for fiduciary protections or receiving extra compensation for accepting phantom stock without such protections. Where directors have engaged in self-dealing to undervalue the corporation or traded unfairly on inside information, the extra compensation employees receive for accepting phantom stock reflects, in some measure, the ex ante probability that such director misbehavior might actually occur. Injured employees are thus compensated for the risk.
Second, respecting the terms of the bargained-for agreement promotes efficiency. When left to bargain freely, parties with full information about the choice between fiduciary-governed nonvoting stock and contract-governed phantom stock can efficiently determine the value of fiduciary protections. Highly sought after employees (either for recruitment or retention) are likely to be sophisticated bargainers with adequate information, as companies will compete for their services by offering various employment alternatives. If the option to bargain for fiduciary-free phantom stock is removed, these parties will not necessarily adopt only fiduciary-governed deferred compensation plans: they are more likely to explore other, less desirable options as well. For example, it is not clear that if HighTech Industries was precluded from offering Hannah fiduciary-free phantom stock the company would offer her nonvoting common stock with fiduciary protections. In order to avoid such obligations toward Hannah, HighTech might instead pursue less efficient options, such as increasing her salary or failing to retain her. Increasing Hannah's salary may be less efficient (or impossible) if HighTech is trying to reserve capital for other purposes. Similarly, failing to retain Hannah-a real possibility if HighTech cannot issue her fiduciary-free phantom stock or is unable to raise her salary-is less efficient because HighTech will presumably be forced to hire and train a replacement.
It is true that fiduciary duties can sometimes be an efficient substitute for costly contracts." Some commentators have argued that corporate law is efficient if it provides standard, implied contract terms that give creditors the sort of protections against default for which they normally would contract. Thus, if Hannah and HighTech negotiated the terms of her phantom stockholder agreement absent a background of fiduciary law, the parties would have to include specific terms about the duty of care HighTech's directors would assume toward Hannah, the directors' willingness to avoid self-dealing, and so forth. Such negotiations, it is argued, are less efficient than the imposition of corporate fiduciary duties.
Extending fiduciary duty law to the relationship between corporate directors and phantom stockholders, however, would be more costly and less efficient than simply allowing the parties to bargain for fiduciary duties according to the type of compensation plan they choose. With this freedom, for example, Hannah need not inefficiently bargain for each and every fiduciary protection and translate them to contract terms. Instead, she can simply bargain for nonvoting common stock if she wants fiduciary protections, or for phantom stock if she does not. 8 " The flexibility to exercise such contracting options will ultimately be limited if phantom stockholders are allowed to receive the protection of fiduciary duties for which they have not bargained; corporations will simply decline to "issue" such costly phantom stock.
Third, in a contract setting, parties dealing at arm's length can bargain hard and enforce their deals to the letter, no matter how severe the consequences to the other side." With phantom stock agreements in particular, there is little reason to fear that employees entering into such arrangements are less sophisticated or have less bargaining power than employers. By definition, a "key" employee to whom phantom stock has been offered is bargaining from a position of strength-the employer needs the ' Theoretically, if phantom stock is not accompanied by director fiduciary duties it will be less expensive than nonvoting equity stock.
' Easterbrook and Fischel, The Economic Structure of Corporate Law at 90 (cited in note 79). employee and is trying to recruit or retain him. Consequently, the employee may request nonvoting common stock, bargain for fiduciary-like protections in the phantom stockholder agreement, or negotiate for additional consideration in exchange for assuming the risks associated with phantom stock.
Fourth, corporations enter into contracts with many parties, including suppliers, workers, and bondholders. Because contracts with these parties can be written in detail, the rights of these parties vis-h-vis the corporation can be specified and there is no need for fiduciary duties." Both workers (through employment contracts) and bondholders (through bondholder agreements) are protected by the terms of their contracts, rather than by fiduciary duties. 8 6 Similarly, where workers are also phantom stockholders, both their rights in employment and their "investment" rights under the phantom stockholder agreement can be written specifically enough to eliminate the need for fiduciary duties. Phantom stockholders, like bondholders, can be protected against duty of care and duty of loyalty violations by the specific terms of the phantom stockholder agreements. Moreover, as with bonds, the risk that directors will abuse their power and harm phantom stockholders will be reflected in the stock's "price," a term of the phantom stock contract.
As previously discussed, the similarities between phantom stock and nonvoting common stock support the conclusion that the bargain of the parties should govern." It is precisely because they are so similar that courts should respect the decision by employers and employees specifically to enter into either phantom stockholder or nonvoting common stockholder agreements. Employees desiring fiduciary protection can negotiate for nonvoting common stock, while employers attempting to avoid fiduciary responsibilities can choose to offer only phantom stock. Thus, the similarity of these two deferred compensation options strengthens the argument that the option ultimately selected, in its originally bargained-for form, should control the relationship of the parties.
Finally, there are some situations where parties may not bargain around fiduciary duties. The Employee Retirement InId at 90-91. See, for example, Broad v Rockwell Intl. Corp., 642 F2d 929, 955-60 (5th Cir 1981) (en banc) (stating that managers' fiduciary duties to bondholders need not be analyzed where those obligations are exceeded by contractual duties).
' See text accompanying notes 26-29.
come Security Act of 1974 ("ERISA"), for example, prohibits parties from such bargaining in the context of retirement income." The legislative history of ERISA, however, suggests that Congress did not intend for this prohibition to extend to phantom stock. 9 Congress's decision not to extend the prohibition again supports the argument that the bargained-for terms of the phantom stockholder agreement should be preferred over fiduciary rules.
B. Problems with Extending Fiduciary Duties to Phantom Stockholders
There are several problems with extending fiduciary duties to phantom stockholders, rather than respecting their bargainedfor contracts. First, phantom stockholders will be overprotected if the terms of the phantom stockholder agreement do not control. Second, officers and directors will be hindered in their efforts to effectively manage the corporation because they will owe fiduciary duties to two different and sometimes conflicting constituencies.
Overprotection of phantom stockholders.
Corporate fiduciary law is undesirable in the context of phantom stock plans because fiduciary principles will necessarily override express contractual provisions in the phantom stockholder agreements and create the risk of overprotecting phantom stockholders." Overprotection is costly, and corporations (and [Tihe labor fiduciary rules do not apply to [a] ... plan primarily devoted to providing deferred compensation for a select group of management or highly compensated employees. For example, if a "phantom stock" or "shadow stock" plan were to be established solely for the officers of a corporation, it would not be covered by the' labor fiduciary rules.
Employee Retirement Income Security Act of 1974, Conference Report, HR Rep No 93-1280, 93d Cong, 2d Sess 296 (1974) . In passing ERISA, Congress may have declined to extend the fiduciary duties of corporate directors to phantom stockholders under the assumption that most phantom stockholders would be either officers or directors. In such a situation, requiring corporate officers and directors to owe fiduciary duties to themselves as phantom stockholders would be superfluous. But even if lower-level employees were granted phantom stock, placing them in a fiduciary relationship with directors would be imprudent for the reasons outlined in this Section. ' Compare Bratton, 1984 Wis L Rev at 739 (cited in note 80) (arguing that extending consequently their shareholders) will be the parties who bear this cost.
Assume that Hannah agrees to receive in her compensation package phantom stock, rather than nonvoting common stock, after HighTech offers her a greater number of phantom shares as consideration for accepting a fiduciary-free arrangement. If, in a later judicial proceeding, fiduciary duties toward Hannah are imposed on HighTech's directors, Hannah will have been overprotected. In essence, she will have received more than she bargained for-both a greater number of phantom shares and the fiduciary protections that typically accompany common stock. HighTech, on the other hand, will be forced to bear the costs of both the bargain (granting the extra shares to Hannah) and the judicial imposition of fiduciary duties. 9 ' Such a result is far less satisfactory than that which would be reached by simply allowing the parties to bargain for fiduciary protections.
Corporate governance problems.
Another potential problem with extending fiduciary duties to phantom stockholders is that directors cannot fully serve both equity and phantom stockholders simultaneously. Management would be subject to conflicting obligations if it had a duty both to maximize stockholder returns and to protect the interests of phantom stockholders. 9 2 For example, assume that Hannah's phantom stockholder agreement with HighTech Industries is structured so that it does not pay her the equivalent of the dividends paid on the underlying stock. The Harrisons, as directors, vote to pay out large dividends to the shareholders, themselves. This action decreases the value of HighTech at the expense of Hannah, whose phantom stock account is valued in direct relation to the value of the company.
In this situation, HighTech's directors face a dilemma if they owe fiduciary duties both to HighTech's common stockholders and fiduciary duties to bondholders will result in overprotection of them).
" The uncertainty of the law as to whether directors owe phantom stockholders fiduciary duties, coupled with the fact that no jurisdictions has yet addressed this issue, strongly indicates that such overprotection would not be a one-time problem, but would recur repeatedly from one jurisdiction to the next.
' Compare John C. Coffee, Jr., and Donald E. Schwartz, The Survival of the Derivative Suit: An Evaluation and a Proposal for Legislative Reform, 81 Colum L Rev 261, 313 (1981) ('fT] he interests of equity holders and those of creditors frequently conflict, and the board cannot serve both equally in making determinations about business risks.").
to Hannah, a phantom stockholder. Because they owe a duty to Hannah to protect the value of her phantom stock account and to the common shareholders to pay out dividends, the business judgment rule would not insulate the directors from liability for their determination of dividend payments. Instead, the directors would have to show that every dividend decision (and possibly every corporate decision) they made was appropriate. Such a result is substantially less efficient than a finding that the directors do not owe fiduciary duties to phantom stockholders, as the business judgment rule operates to promote efficiency by allowing directors to make business decisions freely.
To protect herself from such a situation, Hannah could bargain for assurances that the payment of dividends would be reasonable. Alternatively, she could bargain for more shares of phantom stock in return for assuming the risk that directors might attempt to reduce the value of the company by paying out excessive dividends.
Admittedly, corporate directors already must resolve conflicts between security holders. The clash of interests between preferred and common stockholders, for example, can be similar to the conflict between equity and phantom stockholders. 3 Despite the conflict, directors owe a fiduciary duty to both classes of stockholders. 9 4 But just as the allocation of dividends between preferred stockholders and common stockholders is controlled by the contractual provisions of the individual stockholder agreements, so too should the contract provisions in the phantom stockholder agreement prevail where phantom stock is concerned."
C. Phantom Stockholders versus Common Stockholders
Although some commentators have noted that common stockholders are no more the owners of a company than are creditors or employees," it is certain that courts do not consider phantom stockholders to be a corporation's owners. 9 7 Unlike common stockholders, phantom stockholders neither invest capital in the corporation 8 nor delegate authority to the directors. 9 Consequently, phantom stockholders have no ownership interest in the corporation.
Proponents of extending director fiduciary duties to phantom stockholders contend that phantom stockholders are like minority shareholders in close corporations. 0 0 There is often very little difference, in close corporations, between the relationship of the directors to phantom stockholders and the relationship of the directors to common stockholders. Furthermore, majority shareholders in close corporations owe a high standard of fiduciary duty to minority shareholders.' 0 ' Thus, proponents of extending fiduciary duties to phantom stockholders may argue that since phantom stockholders (in corporations generally) are like minority shareholders in close corporations, phantom stockholders should receive fiduciary protections.
Phantom stockholders do resemble minority shareholders in close corporations in several respects. For example, phantom stockholders often participate in the operation of the corporation,"' and they have no ready market for their shares. plans are ideal for businesses that wish to provide compensation to employees without relinquishing equity interests."); Hutchings, J Am Society CLU at 34 (cited in note 1). " Advocates of extending fiduciary duties to phantom stockholders may argue that employees who accept phantom stock as a part of their total compensation effectively "invest" in the firm. For example, assume Hannah is offered a one-year contract at MicroPerfect with a salary of $100,000. In response, HighTech offers her a one-year contract with a salary of $90,000 plus $10,000 worth of phantom stock, which Hannah accepts. One might argue that by foregoing the extra $10,000 in salary and instead accepting $10,000 worth of HighTech phantom stock, Hannah has invested in the firm. However, since Hannah did not bargain for fiduciary duties, her "investment" is more like the investment of a bondholder (to whom no fiduciary duties are owed) than that of a common stockholder.
See note 68.
'o
One court has defined close corporations as having a small number of shareholders, significant shareholder participation in the operation of the corporation, and no ready market for shares. Donahue v Rodd Electrotype Co. of New England, Inc., 367 Mass 578, 328 NE2d 505, 511 (1975) .
101 See id at 515 (holding that "strict" fiduciary duties exist for all close corporation shareholders because of the similarity between close corporations and partnerships). See also Crosby v Beam, 47 Ohio St 3d 105, 548 NE2d 217, 221 (1989) (holding that majority or controlling shareholders in a close corporation have a heightened fiduciary duty to minority shareholders).
'o'
Phantom stockholders, because they are typically highly-valued, key employees, often participate in the operation of the business. See, for example, Spitz v Berlin Industries, Inc., 1994 US Dist LEXIS 1576, *1 (N D Ill). See also Healy v Rich Products Corp., 981 F2d 68, 69 (2d Cir 1992) .
Minority stockholders in close corporations often engage in similar behavior. Unlike most stockholders in public corporations, who are simply seeking a return on their invest-Moreover, advocates would argue, phantom stockholders are susceptible to the same dangers that inherently affect minority shareholders in close corporations.'"
The similarities between phantom stockholders and minority shareholders in close corporations, however, are not strong enough to overcome the fact that phantom stockholders neither invest in corporations nor delegate authority to directors in the same way that common shareholders do. Furthermore, courts should be little concerned for the welfare of phantom stockholders. First, phantom stockholders in large, publicly held corporations are for the most part protected from director abuse by the fiduciary duties running from the directors to the common shareholders. Because the shares of the common stockholders underlie the phantom shares, 5 there is little danger of director abuse. If directors fulfill their fiduciary duties to the common shareholders and maximize the value of the corporation, the phantom shareholders will be protected. More importantly, however, employees offered phantom stock have the option of bargaining instead for nonvoting common stock, virtually identical to phantom stock except that it carries fiduciary protections.
Second, even in close corporations there is insufficient reason to be concerned with the possibility that directors might take advantage of phantom stockholders." 6 As with phantom stockholders in large corporations, employees are still free to bargain for nonvoting common stock with fiduciary protections, instead of accepting phantom stock without such protections.
Moreover, phantom stockholders are more similar to creditors than they are to minority shareholders in close corporations. Because phantom stock is a contractual right to "a deferred cash bonus," phantom stockholders are essentially creditors." 7 In all corporations, common stockholders receive fiduciary protections because, as owners, they delegate responsibility for the management of the corporation to the directors. In return, directors promise, through fiduciary duties, to work hard and honestly. In contrast, the considerations of trust, agency, and delegation of power that underlie duties to stockholders are not involved where creditors are concerned. Since phantom stockholders are like creditors, phantom stock should not carry with it the rights enjoyed by common shareholders, such as the rights to vote, inspect, and sue derivatively °9 -nor should directors owe phantom stockholders fiduciary duties.
CONCLUSION
Courts should refuse to recognize fiduciary duties running from corporate directors to holders of phantom stock. Contract law should prevail over corporate fiduciary law in the context of phantom stockholder agreements because employees in this situation typically have both equal bargaining power and the opportunity to negotiate for fiduciary duties by bargaining for nonvoting common stock. Conversely, if fiduciary duties were extended to phantom stockholders, overprotection of phantom stockholders and problems of corporate governance would likely result. Finally, phantom stockholders are not sufficiently similar to minority shareholders in close corporations to merit the same fiduciary treatment or to enjoy the security that accompanies fiduciary relationships. 
